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Appendix A3 7 

Answer to Demand/Supply Midterm Question 

The question in Section 105 called for a tariff-type cost-benefit analysis, 
except no tariff was involved. Instead there was an export good and an export subsidy. 
Figure 1 illustrates the diagram probably drawn by the Royal Economic Advisor. Before 
the subsidy was imposed, the country produced Oq 2 at world price P w of, say, $10 and 
consumed Oqi. Thus, exports were q 2 qi- After the King imposed the subsidy s = $1, 
domestic producers received a net of $11 for anything they exported ($1 from the King 
and $10 from the world market) . They would thus not sell to domestic consumers for 
anything less than $11 per unit. If there is an import embargo, the domestic price 
will rise to $11. Exports will rise to q 4 q 3 . But if, as the Advisor wants, the embargo 
is removed, domestic consumers will buy from the world. They will import Oqi to meet 
their needs. Meanwhile, producers will export Oq 3 . So we will have imports for 
domestic needs and all domestic production going out as exports. 

We can do a cost-benefit analysis to get at the efficiency and budget issues. 
With the import embargo, the effect of the export subsidy on consumers is -a-b. The 
effect on producers is +a+b+c+d+e. And the effect on government is -b-c-d-e-f in 
subsidy expenditure. Thus, there is a deadweight loss (-b-f) . With the embargo removed, 
there is no effect on consumers relative to the pre-subsidy situation since they can 
continue to buy at Pw. Producers gain +a+b+c+d+e. The effect on government is 
-a-b-c-d-e-f . Thus, the deadweight loss is -f . The Advisor was correct. The deadweight 
loss (inefficiency) is reduced by allowing imports. 

However, if the King is worried about the budget expenditure, he will find 
himself spending more if imports are allowed, since there will be an additional Oq4 
of exports to subsidize. Hence, even if the King realizes that the Advisor is correct 
about efficiency, he may reject her advise to hold down government spending. 





